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SPECIAL ARTICLE )

Growth Record of the Indian Economy, 1950-2008:
A Story of Sustained Savings and Investment

RAKESH MOHAN

This paper first reviews the overall macroeconomic
performance in India since independence, and then
assesses the likely prospects for growth in the
medium term. It argues that India’s growth has been
largely enabled by the availability of domestic savings,
which have increased steadily over the decades.
Further, the efficiency of resource use has been high
with a long-term incremental capital-output ratio of
around 4, which is comparable to the best in the world.
While private investment and corporate growth have
been major factors in the recent growth upsurge, it is
important to note that this period has also been
marked by a relative decline in publicinvestment. A
revival of public investment, accompanied by higher
public savings, would be necessary to improve and
expand public services.

Based on the keynote address at the conference “Growth and
Macroeconomic Issues and Challenges in India” organised by the
Institute of Economic Growth, New Delhi, on February 14, 2008.
Assistance of Michacl Patra, Janak Raj, Dhritidyuti Bose, Binod B Bhoi
and Muneesh Kapur in preparing the speech is gratefully acknowledged.

Rakesh Mohan (rakeshmohan@rbi.org.in) is with the Reserve Bank
of India.
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ndia now grapples with the issues and challenges for sustain-

ing the elevated growth momentum that it has achieved. This

has assumed added contemporary significance in the wake of
expected moderation in global growth due to a projected slow-
down in the us and some other advanced economies. Whereas
emerging markets, including India, have so far not been greatly
affected by the financial turbulence in advanced economies, the
increasing global uncertainties need to be watched and guarded
against appropriately. Although our growth process continues to
be dominated by domestic factors, we need to recognise some
changing global patterns, which could have implications for the
macroeconomic prospects of the Indian economy. I first review
the overall macroeconomic performance in India since independ-
ence, then draw the likely prospects for the coming five years and
finally conclude with some issues that need to be addressed for
sustaining the growth of the Indian economy.

1 AReview of the Indian Growth Process

This section first discusses the acceleration in growth and then
examines the trend in savings and investment.

Growth Acceleration over the Decades

It is widely believed that the Indian economy witnessed near
stagnation in real gpp growth till the late 1970s. A closer review
of the performance of the Indian cconomy, however, suggests a
continuing increase in real gpp growth over each decade since
independence, interspersed with an interregnum during the
1970s (Table 1, p 62). Interestingly, growth of manufacturing pro-
duction, in terms of decadal averages, was roughly constant at
around 5.6-5.9 per cent in the first five decades after independ-
ence, except for the 1970s. There are two other features of our
growth history that are notable. First, agricultural growth has
been subject to large variation over the decades. The 1970s inter-
regnum is particularly marked by the severe deceleration in agri-
cultural growth, followed by a marked recovery in the 1980s, and
a slowdown thereafter. Second, until the 1990s, little note had
been taken of growth in the services sector. A glance at the
growth record suggests that it is the continuing and consistent
acceleration in growth in services over the decades, that had ear-
lier been ignored, that really accounts for the continuous accel-
eration in overall Gpp growth, once again, except for the 1970s
interregnum. There is nothing particularly special about service
sector growth over the last decade. )

The slowdown of growth witnessed during the 1970s was
reversed during the 1980s; the pick-up benefited from the. ini-
tiation of some reform measures aimed at increasing domestic
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competitiveness. Since the early 1990s, growth impulses
appeared to have gathered further momentum in the aftermath
of comprehensive reforms encompassing the various sectors of

the economy. There was some loss of the growth momentum'in -
the latter half of the 1990s, which coincided with the onset of the »

east Asian financial crisis, setbacks to the fiscal correction proc-
ess, quality of fiscal adjustment, slowdown in agriculture growth
affected by lower than normal monsoon years, and some slacken-
ing in the pace of structural reforms. The slowdown could also be
attributed to the excessive enthusiasm and optimism in regard to
investment plans in domestic industry following deregulation,
which was followed by significant problems experienced in
viability and competitiveness. Monetary tightening in the face of
inflationary pressures is also believed by some to have contrib-
uted to the slowdown over this period.

Since 2003-04, there has been a distinct strengthening of the
growth momentum. Restructuring measures by domestic industry,
overall reduction in domestic interest rates, both nominal and
real, improved corporate profitability, a benign investment climate
amidst strong global demand and commitment rules-based fiscal
policy have led to real gpp growth averaging close to 9 per cent
per annum over the four-year period ended 2006-07; growth in
the last two years has averaged 9.5 per cent per annum.

Consistent Growth in Savings and Investment

In analysing the growth record of the Indian economy, various
scholarly attempts [DeLong 2003, Panagariya 2004, Rodrik and
Subramanian 2004, and Virmani 2004] have been made to identify
the turning point from the “traditional” low growth to the mod-
ern high growth since the 1980s. The simple ordering of the data
presented here provides a somewhat different picture of contin-
ued slow acceleration in growth except for the 1970s decade.

Table 1:MacroeconomicIndicators at a Glance (in %)

Gross domestic savings have increased continuously from an
average of 9.6 per cent of Gpp during the 1950s to almost 35 per
cent of GDp.at present; over the same period, the domestic invest-
ment rate has also increased continuously from 10.8 per cent in
the 1950s to close to 36 per cent by 2006-07. A very significant
feature of these trends in savings and investment rates is that
Indian economic growth has been financed predominantly by
domestic savings. The recourse to foreign savings — equivalently,
current account deficit — has been rather modest in the Indian
growth process. We may also note that the two decades, 1960s
and 1980s, when the current account deficit increased margin-
ally towards 2 per cent of Gpe, were followed by significant
balance of payments and economic crisis.

The long-term upward trends in savings and investment have,
however, been interspersed with phases of stagnation. In partic-
ular, during the 1980s, the inability of government revenues to
keep pace with the growing expenditure resulted in widening of
the overall resource gap. Accordingly, the public sector saving-
investment gap, which averaged () 3.7 per cent of Gpp during the
period 1950-51 to 1979-80, widened sharply during the 1980s
culminating in a high of (-) 8.2 per cent of GDP in 1990-91. The
resultant higher borrowing requirements of the public sector led
the government to tap financial surpluses of the household sector
through enhanced statutory pre-emptions from financial inter-
mediaries at below market clearing interest rates. As fiscal defi-
cits widened beginning in the 1970s, periodic increases in the
statutory liquidity ratio (SLR) were resorted to finance the rising
fiscal gap, indicative of the financial repression regime in place.
The sLR was raised from 20 per cent in the early 1950s to 25 per
centby 1964, and it remained at that level for the rest of the decade.
Beginning in the 1970s, the SLR came to be used more actively and
it was raised in phases reaching 34 per cent by the late 1970s. The

process continued during the 1980s as fiscal deficits

expanded further, and the sLR reached a high of 38.5

1950s* 1960s 1970s 1980s 1990-91 1991/92to 1997/98to 2003/04 2007-08 (AE)
1996-97  2002/03 2006/07 per cent of net demand and time liabilities (NpTL) of

1 2 3 4 5 6 7 8 9 10 . :

the banking system in September 1990.

1 Real GDP growth 36 40 29 56 53 5.7 5.2 8.7 8.7 Th ine fiscal imbal fth 8os spilled
Agriculture and allied 27 25 13 44 A0 37 09 49 26 € growing liscalimbalances o le 19 ?]S p di
Industry - s 62 44 64 57 0 41 83 o6 .over tf) the external sector and W{ere alsore gcte in

Manufacturing S8 59 43 58 48 75 39 91 04 inflationary pressures. Along with a repressive and
Services - T 42 52 40 63 59 64 78 102 106 weakening financial system, this rendered the

2 Real GDCF/GDP 125 169 194 202 44 25 41 34 NA growth process of the 1980s increasingly unsustain-

3 ICOR 35 43 66 36 46 40 46 36 NA able. The external imbalances were reflected in a

4 Nominal GDCF/GDP 108 143 173 208 260 239 245 330 NA large and unsustainable current account deﬁcit,

5 GDS/GDP 96 123 172 190 28 227 41 7 NA which reached 3.2 per cent of Gbp in 1990-91. As the

6 Saving-investmentgap/GDP(5-4) -1.2 20 -01 -18 -3 -1.2 -04 -0.3 NA ﬁnancing of such a large current account deficit

7 M,growth 59 96 173 172 151 175 159 16 2384 . : :

; Sc’: P——— - se 18 through normal sources of finance became increas-

's non-food credit growt - - 175 178 124 16.2 153 26.5@ 234 . . . .

3 Growthnvestmentsm ingly difficult, it resulted in an unpreced.ented exter-
government securities 247 56 208 194 182 215 220 102 2674 nalpayments crisis in 1991 with the foreign currency

10 WP! inflation (average) 12 64 90 80 103 96 46 55 414 assets dwindling to less than $ 1 billion. The financ-

AE; Advance estimates.

ing problem was aggravated by the fact that the defi-

@: Adjusted for the mergers and conversions in the banking system. Variation for 2005-06 is taken over April 1, 2005.

*: Average for the growth rates of the various indicators for 1950sis the average of nine years, ie, from 1951-52t0'1959-60.
A Average of 1952-53101959-60. #: Ason January 18, 2008(year-on-year). ##: Ason January 26, 2008 (year-on-year).

What can explain this continued acceleration? The secular
uptrend in domestic growth is clearly associated with the con-
sistent trends of increasing domestic savings and investment over
the decades.
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cit was largely financed by debt flows up to the late
1980s, reflecting the policies of the time, which pre-
ferred debt flows to equity flows. Indeed, equity flows were
almost negligible till the early 1990s. Moreover, a significant part
of the debt flows during the late 1980s was of a short-term nature
in the form of bankers’ acceptances; such flows could not be
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renewed easily in view of the loss of confidence following the bal-
ance of payments crisis.

Growing Fiscal Imbalance and Correction

With the increase in the sLR being unable to meet fully the fiscal
requirements, the burden of financing the government had also
to be borne by the Reserve Bank of India (rB1) which led to high
levels of monetised deficit. As rB1 financing is inflationary beyond
a limit, the increase in the rRB1 support to the central government

Table 2: Key Fiscal Indicators of the Centre (% of GDP)

Item 1970s 19805 1990-91 1991-92to 1997-98t0 2003-04to
1996-97  2002-03  2006-07
1 2 3 4 5 6 7
Direct tax 23 20 19 26 31 46
Indirecttax - 6.4 79 8.2 69 =~ 56 5.6
Grosstax 87 99 01 95 87 101
Non-tax revenue 20 24 21 25 27 24
Revenue expenditure 84 ns 129 122 129 12.5
Interest payments 1.5 26 38 4.2 46 40
Subsidies 0.8 16 21 13 14 14
Capital outlay 21 25 21 15 12 15
Gross fiscal deficit 38 6.8 79 56 59 41
Primary deficit : 23 42 41 14 13 0.1
Revenue deficit -0.3 17 33 28 39 27
Net RBI credit to centre 10 21 26 0.6 0.0 -1.0

Source: Handbook of Statistics on the Indian Economy, RBI, 2006-07.

Table 3: Key Deficit Indicators of State Governments (% of GDP)

Item 19705 1980s 1990-91 ° 1991-92t0  1997-98to  2003-04to
- 1996-97  2002-03  2006-07
1 2 3 4 5 6 7
States’ own taxes 39 51 53 54 54 6.1 -
Share in central taxes 19 2.5 2.5 26 24 26
Non-tax revenues 17 19 1.6 19 1.5 14
Grants from centre 16 20 2.2 2 17 21
Loans from centre 2.2 2.3 25 18 14 0.6
Revenue expenditure 86 N4 126 12,6 13.2 131
Interest payments 08 11 15 18 24 26
Capital outlays 16 19 1.6 15 14 22
Gross fiscal deficit 20 28 33 2.7 41 33
Primary deficit 1.2 17 18 09 17 0.7
Revenue deficit -0.6 -01 0.9 0.7 23 09

Source: Handbook of Statistics on the Indian Economy, RBI, 2006-07.

was accompanied by an increase in cash reserve requirements
(crR). The crRR was raised from 6.0 per cent of NDTL in 1979 to its
peak of 15.0 per cent by 1992 (in fact, 25 per cent if incremental
reserve requirements are also taken into account). However, even
this order of increase in the crr to impound liquidity was insuffi-
cient and broad money growth continued to remain high and
spilled over to inflation. The high order of statutory pre-emptions
in the forms of sLR and crr along with the direction of credit to
priority sectors at concessional interest rates resulted in higher
lending rates for the non-concessional commercial sectors and
thereby crowded out credit to the private.sector.

As we all know, in response to the balance of payments crisis, a
programme of macroeconomic stabilisation and structural
adjustment was put in place. Fiscal consolidation constituted a
major plank of the policy response to the macroeconomic crisis;
however, public sector savings continued to deteriorate during
the 1990s, and even turned negative over the five-year period

Economic & Political WEEKLY MAY 10, 2008

1998-2003 owing to sharp deterioration in savings of the
government administration.

The progress on fiscal correction was mixed during the 1990s,
both at the central and state levels (Chart 1 and Tables 2-3). While
there was some reduction in the centre’s fiscal deficits upto1996-97, .
the process was reversed over the next few years under the impact
of the industrial slowdown and the Fifth Pay Commission’s (Fpc)
award. Furthermore, fiscal consolidation, which was envisaged to
be achieved through revenue enhancement and curtailment in cur-
rent expenditure growth, was, however, brought about instead
through compression of capital expenditures from 5.6 per cent of
GDP in1990-91 10 3.1 per cent in 1996-97, with consequential effects
on growth and infrastructure constraints in ensuing years.

A major drag on public finances was the decline in the gross
tax-GDP ratio of the central government from 10.3 per cent in
1991-92 t0 9.4 per cent in 1996-97 and further.to 8.2 per cent in
2001-02. The reduction in tax-Gpp ratio over this phase could,
inter alia, be attributed to the reduction in tax rates. As a part of
the reform of the taxation system, indirect taxes — excise duties
as well as customs duties — were cut substantially from their existing
very high levels and this had an adverse impact on indirect tax
collections. The rationalisation of the direct tax structure also
did not lead to any positive impact on revenue collections during
this phase. The compliance response to lower tax rates presumably
took some time; and lower economic growth also contributed to
the lack of growth in direct taxes over this period. Itis only in the
recent years that we have witnessed the beneficial impact of the
rationalisation of the direct tax structure on the revenues.

The process of fiscal correction could also not be sustained due
to the pressures from the Fifth Pay Commission award. As a
result, by the year 2001-02, all the major fiscal parameters, viz,
revenue deficit, fiscal deficit and public debt rose to levels higher
than those prevalent at the beginning of the reform process.
Capital outlays continued to bear the burden of fiscal adjustment,
with the ratio of capital outlays to Gpp reaching their lowest
levels during the period 1997-98 to 2002-03, both at the central
and state levels. Reflecting the worsening of the fiscal situation,
the public sector savings rate deteriorated in the second half of
the 1990s, culminating in unprecedented dissavings during the
period 1998-99 t0.2002-03. This also pulled down the aggregate
saving and investment rates in the economy. Other major compo-
nents of domestic savings — the household financial savings rate

Chart 1: Centre’s Deficit Indicators
10
Crisis
*

LJ
o teuat Reversal
.

Gross fiscal deficit K K
. ot RO 0"’0 A2 Fron

et tee’ .ot Yoo '...0 (e .
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84 X v oo® v,
2 e % o oot e
> - -
*

Revenue deficit
1974-75  1978-79

4 !
Monetised defiat 2
1998-99 2002-03 2006-07

41970 n 1982-83 1986-87  1990-91 1994-95

(at around 10 per cent) and the private corporate sector savings
rate (around 4 per cent) - also stagnated during this period at the
levels reached during the mid-1990s. Consequently, the invest-
ment rate also came down from the peak of about 26 per cent in
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1995-96 to around 23 per cent in 2001-02. Concomitantly, the
growth process suffered a setback with the real ¢pp growth
decelerating to 3.8 per cent by 2002-03.

PublicSector Savings

In view of the deterioration in fiscal deficits over the period
1997-98 t0 2002-03 and rising public debt, and its adverse impact
on public investment and growth, a renewed emphasis was laid
on improving the health of public finances on a durable basis. In
order to achieve this objective, fiscal consolidation has been
guided by the Fiscal Responsibility and Budget Management
(FrRBM) Act, 2003 at the centre and similar fiscal responsibility
legislations at the state-levels. Since 2002-03, significant gains

Table 4: PublicSector Saving and Investment Rates (% of GDP)
19705 1980s  1990-91 1991-92to 1997-98to 2003-04 to

1996-97  2002-03  2006-07
1 2 3 4 5 6 7
Savings
Government administration 2.5 08 -18 1.6 -4.8 24
Departmental enterprises 06 04 06 0.8 0.7 0.5
Non-departmental enterprises 1.2 2.5 29 30 34 41
Total public sector savings rate 4.2 3.7 18 2.2 -0.7 23
Public sectorinvestment rate 8.6 106 100 87 6.9 71
S-1Gap -44 69  -82 -6.5 -15 -49
Table 5: Corporate Financial Performance
Item 1990-91 199192 to 1997-98to 2003-04to 2006-07  2007-08

1996-97 200203  2006-07 (Apr-Sept) (Apr-Sept)

1 2 3 4 5 6 7
Growth rates (%)
Sales 15.8 16.9 70 207 274 174
Expenditure 151 16.6 74 19.7 256 169
Depreciation provision 10 16.6 129 10.2 16.1 151
Gross profits 27.8 18.2 36 309 39.8 281
Interest payments 16.2 18.7 38 -06 20.8 101
Profits after tax (PAT) 533 21 78 473 416 311
Select ratios (%)
Gross profits to sales n.2 124 10.6 127 15.6 169
PAT to sales 40 55 3.6 8.0 106 n7
Interest coverage ratio (Times) 19 21 18 5.2 71 84
Interest to sales 58 6.0 6.0 26 2.2 20
Interest to gross profits 516 48.5 56.6 210 141 n9
Interest to total expenditure 5.8 6.0 6.0 2.8 2.5 23
Debt to equity 99.0 751 67.0 514 NA NA
Internal sources of funds to )
total sources.of funds 35.8- 306 50.4 509 NA NA

Bank borrowings tototal borrowings  35.6 316 35.5 52.6 NA NA

1 Dataupto 2005-06 are based on audited balance sheet, while those for 2006-07 and 2007-08 are basedon
abridged financial results of the select non-government non-financial public limited companies.

2 Growth rates are per cent changesin the level for the period under reference over the corresponding period of the
previous year for common set of companies.

3 Sources: ‘RBI Studies on Company Finances and Performance of Private Corporate Business Sector duringFirst
Half of 2007-08' (REI Bulletin, January 2008).

have been witnessed in the fiscal consolidation process, both at
the centre and the states, partly as a result of the implementation
of the rule-based fiscal policies at the centre and the states.

A major factor contributing to the durability of the fiscal con-
solidation process under way in India in recent years has been the
buoyancy in the revenues accompanied by some reprioritisation
of expenditure with a focus on outcomes, unlike the expenditure
compression strategy in most other countries as also the experi-
ence in India in the 1990s. The revenue augmenting strategy
encompassed moderating the tax rates and broadening the tax

64

base through expansion in the scope of taxes, specifically service
tax, removal of exemptions, some improvement in tax adminis-
tration with a focus on arrears recoveries. Reflecting these meas-
ures, the tax-GDPp ratio of the centre has steadily risen from 8.2
per cent in 2001-02 to 11.3 per cent in 2006-07(RE) and 11.8 per
cent in 2007-08(BE). The entire increase in tax revenues was
mainly on account of the buoyancy in direct taxes.

On the expenditure front, while the total expenditure of the
centre declined from its recent peak of 17.0 per cent of Gpp in
2003-04 t0 14.1 per cent in 2006-07 (RE), the capital outlay rose
from 1.2 per cent to 1.6 per cent of Gpr. The movement in key
deficit indicators reflects the progress made so far in fiscal con-
solidation. The fiscal deficit of the centre and the states taken
together has declined from 9.9 per cent of Gbp in 2001-02 to 6.4
per cent in 2006-07 led by a reduction in the revenue deficit from
7.0 per cent of GDP to 2.1 per cent. Apart from the quantitative
improvement, a salient feature of the fiscal consolidation under
way has been some qualitative progress made as reflected in the
reduction in the proportion of revenue deficit to gross fiscal deficit.
As aresult, the dissavings of government administration declined
from (-)6.0 per cent of GDP in 2001-02 to (-)1.3 per cent in 2006-07.
The savings of the departmental enterprises at 0.6 per cent in
2006-07 were unchanged from those in 2001-02.

The major component of public sector savings, i e, savings of
non-departmental undertakings, has, interestingly, exhibited a
steady improvement since the 1970s and this process has contin-
ued during the reforms period (Table 4). Thus public sector enter-
prises have exhibited continued and steady improvement in their
commercial functioning since the early 1990s. Consequently,
since 2003-04 onwards, total public savings have turned positive
again. The savings rate of the overall public sector improved from
(9) 2.0 per cent of GDP in 2001-02 t0 3.2 per cent of GDP in 2006-07.
Notwithstanding the striking improvement over the past few
years, it may be noted that the public sector savings rate at 3.2 per
cent during 2006-07 was still less than the peak of over 5 per cent
touched in 1976-77. Nonetheless, the turnaround of 5.2 percent-
age points of GDP in public sector savings — from a negative 2.0
per cent of GDP in 2001-02 to a positive 3.2 per cent of GDP in
2006-07 - has been a key factor that has enhanced domestic sav-
ings from 23.5 per cent to 34.8 per cent over the same period. The
public sector investment rate increased from 6.9 per cent of GDP
in 2001-02 t0 7.8 per cent in 2006-07, but this level is still signifi-
cantly lower than the public sector investment rates of the 1970s,
1980s and early 1990s. Despite this increase, this sector’s saving-
investment gap has narrowed down from 8.9 per cent of GDP to
4.5 per cent during 2001-07, reflecting a turnaround in the public
sector savings (which rose from (-) 2.0 per cent to 3.2 per cent)
enabled by the implementation of the fiscal rules.

Performance of the Private Corporate Sector

The reduced requirement by the centre for meeting budgetary
mismatches, and for overall public sector financing has improved
the availability of resources for the private sector considerably.
Furthermore, the corporate sector has responded to increased
global competition by improving its productivity and efficiency

through increased application of technology. The economic
Economic & Political WEEKLY
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reform process has helped greatly in making the policy environment
more conducive for more efficient entrepreneurial activity. The
corporate tax rate was steadily reduced from 45 per cent in
1992-93 to 30 per cent by 2005-06 and was kept stable thereafter.
The peak rate of customs duty on non-agricultural goods was
reduced gradually from 150 per cent in 1991-92 to 10 per cent in

2007-08. Monetary
Table 6:Impact of Fiscal Policy on li h X
Corporate Performance (in %) policy has contri-
Year Profit  TaxProvision/ Retained Dividends’  buted to the sustained

i i h . . .
afterTax (PAT)/ Profit Profits/ PAT Net Wortl mo derauon in mﬂa‘
NetWorth before Tax . .

] 2 3 4 s tion leading to a
1980-81 14.2 4338 618 54 reduction in nominal
1990-91 13.5 324 62.8 50 interest rates. Finan-
e 120 365 622 45 cial restructuring of
1992-93 87 333 539 40 firms has also led to
199394 120 57 ;’;j - ;3 the reduction in over-
1994-95 140 202 . ! . .

all debt equity ratios
1995-96 144 197 736 38 0 th
199697 95 28 640 34 0 the corporate sec-
1997-98 76 %3 630 28  tor. The substantial
199899 56 34 523 27  reduction in debt
1999-00 63 32 476 33 servicing costs has
2000-01 65 323 4838 33 thereby added to the
2001-02 51 36.7 309 35 corporate sector’s
2002-03 87 313 363 38 competitiveness and
2003-04 123 2.7 647 46 profitability.
2004-05 159 259 731 45 Profits after tax
2005-06 16.6 254 736 46

recorded an annual
average growth of
around 47 per cent per annum over the four-year period ended
2006-07 (Table 5, p 64). Profit margins have recorded large gains,
while the interest burden has witnessed a significant decline. In
fact, the ratio of interest expenditure to sales revenues fell from
around 6 per cent in the 1990s to about 2 per cent now, thereby
contributing greatly to the enhanced profit growth. The profit
after tax (pAT) to net worth ratio, after declining from 14.4 per
cent in 1995-96 to 5.1 per cent in 2001-02, increased to 16.6 per
cent 2005-06 (Table 6). Another notable feature of performance
of the corporate sector in the recent period is the progressive
increase in retained profits, which as a share of par, increased
from 30.9 per cent in 2001-02 to 73.6 per cent in 2005-06. The
improved profitability, reflecting improved productivity and low-
ering of tax rates, enabled corporates to deleverage their balance
sheets. This was reflected in the sharp decline in the debt-equity
ratio. The improved corporate financial performance resulted in
a more than doubling of the private corporate sector saving rate
(from 3.4 per cent in 2001-02 to 7.8 per cent in 2006-07), which
has also contributed to the pick-up in the overall savings rate.
From the long-term perspective, it is interesting to observe that
the rate of savings of the private corporate sector has increased
from around 1 per cent in the 1950s, 1.7 per cent in the 1980s and
3.8 per cent in the 1990s, to almost 8 per cent now. Higher retained
profits along with availability of resources from the banking sector
facilitated by the lower financing requirement of the government
and the increased access to the domestic and international capital
markets led to a sharp increase in the investment rate of the
corporate sector from 5.4 per cent of GDP in 2001-02 to 14.5 per

Source: Study of Company Finances, Reserve Bank of India.
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cent in 2006-07. Thus, despite the increased savings rate, the sav-
ing-investment gap of the corporate sector widened from 2.1 per
cent of GDP in 2001-02 to 6.8 per cent in 2006-07.

Household Savings

A remarkable featurc of the Indian macroeconomic story since
independence has been the continuous rise in household savings
over the decades (Table 7). As might be expected, this rise has
been characterised by a continuing increases in financial savings
as a proportion of gop. The spread of the financial sector, of bank
branches in particular, post office savings and the like, helped in
mobilising household financial savings. Their financial liabilities
did not grow correspondingly since there were few financial prod-
ucts available for household credit. This situation has changed in
recent years with the introduction of new private sector banks,
who introduced retail credit for housing and for consumer dura-
bles in large measure. The public sector banks have followed suit.

Hence, while gross financial savings of the household sector
have continued their upward trajectory in the recent few years,
houscholds’ financial liabilities have also been increasing rapidly,
albeit from a low base. Illustratively, gross financial savings grew
from 13.8 per cent of GDP in 2004-05 t0 18.3 per cent in 2006-07,
while their financial liabilities rose from 3.8 per cent of Goe dur-
ing 2004-05 to 6.8 per cent during 2006-07. The ongoing finan-
cial deepening is facilitating larger access of bank credit for the
households. As a result, household financial savings (riet) have
increased only marginally in the current decade - from 10.9 per
cent of GDP to 11.3 per cent during 2001-07. On the other hand,
with increased availability of housing finance, the household sec-
tor’s investment rate (physical savings) increased from 10.5 per
cent in 1997-2003 to 12.7 per cent in 2003-07. Thus, the widening
of S-I gaps of the public and private corporate sectors combined
was partly financed from household financial savings and partly
by foreign savings. This is reflected in a widening of the current
account deficit from 0.4 per cent of Gpp in 2003-04 t0 1.1 per cent

Table7: Savings and Investment Rates of the Private Sector (% of GDP)

Item 19505 1960s 1970s 1980s 1990-91 1991-92to 1997-98 to 2003-04 to
1996-97  2002-03 2006-07
1 2 3 4 5 6 7 8 9
Household savings 66 76 114 135 184 16.8 208 238
Financial savings 19 27 45 67 87 10.0 10.3 LAl
Physical savings 47 49 69 68 97 6.8 10.5 127

Private corporate savings 10 15 15 17 27 3.7 40 6.6

Private corporateinvestment 19 29 26 45 45 77 6.6 n.2
Memo: saving-investment gap

Household sector 19 27 45 67 87 10.0 103 m1
Private corporate sector 09 -15 10 -28 -8 -40 -2.6 -47
Public sector 26 -41 -44 69 82 -6.5 15 -49

of GpP in 2006-07. Among the major sources of finance from
abroad for the corporate sector, external commercial borrowings
witnessed a turnaround from (-) 0.3 per cent of Gbp in 2001-02 to
around 1.7 per cent of GDP in 2006-07.

Estimation of Savings and Investment

Inview of the key role played by investment in the growth process, it
is important to have reliable and timely estimates of domestic
savings and investment. In India, methodologies of estimates of
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savings and investment have evolved over the years in tune with
the international guidelines and improvements in the domestic
statistical system in India. Nonetheless, there is a need to criti-
cally review the available estimates of savings and investment in
the Indian economy with respect to data base, methods of esti-
mation, reliability and interpretational significance. The compi-
lation of savings of the household sector continues to pose a chal-
lenge in view of the heterogeneity and residual character of this
sector in the national accounts. In respect of the household finan-
cial savings, there is a need to assess whether the current state of
financial deepening is being accurately reflected in the data
across the various financial instruments. In this regard, the
timely compilation of the flow of funds accounts would go a long
way in accurately estimating household financial savings. The
feasibility of directly estimating household savings through
integrated income and expenditure sur-

Table 8: Growth, Investment and ICOR - Select Countries

growth trajectory of the Indian economy. It is apparent that fiscal
consolidation in the Indian context has led to acceleration of
growth. The conventional view holds that fiscal prudence might
lead to contraction of domestic demand and growth. However,
as the Indian experience suggests, fiscal prudence can lead to
higher domestic savings and this could increase resources for
domestic investment. Accordingly, it is of utmost importance to
adhere to the fiscal consolidation process of the past few years so
as to sustain current savings/investment rates and the ongoing
growth momentum.

While containment of fiscal deficits is important, the quality of
fiscal adjustment is also critical. It is necessary to persevere with
the process of reprioritising public expenditures towards public
investment vis-a-vis subsidies. While subsidies may provide short-
term benefits, they tend to hinder long-term investments as well
as encourage inefficiency in the use of

veys also merits consideration. In respect ¢,
of the private corporate sector, there isa ! 2
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resources. These issues are important in
the context of agricultural development,

1980s  1990s  2000-06
3 . 4 5 6

need to examine whether it would be FeC0Pgrowth(%)

especially in the context of domestic

. - R . Brazl 59
appropriate to make their savings esti- ‘¢ 30
mates on marked to market basis or the | 4, 40
present value book method. In respect of  |ndonesia 37
the public sector, the savings and invest-  Korea 8.3
ment estimates can be further strength-  Mexico 68
ened by improving the coverage to Philippines 51
include municipalities, city corporations, SouthAfica 61
gram panchayats and other local gov- Inaland 78

K Real investment rate (% of GDP)

ernments on the one hand and increased g, 153
private participation in public invest- (pina 237
ments on the other. The High Level india 169
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I d.‘ Thailand 2.8
ndian economy. R :
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upward trend in India’s investment rate Indonesia 24
since the 1950, there is evidence that cap- k@ 15
ital has been employed productively. Bar- M 38
. . Philippines 39

ring the decade of the 1970s, the incre- South Afrca 2
) . uth Afri !

mental capital output ratio (1cor) has Thaiand 4

i: ;2 1;; ;; demand-supply gaps of major crops and
29 56 s7. 10 elevated international prices. Public
78 64 48 .49 investment in agriculture declined from
83 77 63 52 3.4 per cent of agricultural gpp during
64 23 34 29 1976-80 to 2.6 per cent during 2005-06,
58 20 28 48  while budgetary subsidies to agriculture
33 22 14 41 increased from 3 per cent (1976-80) to 7
513 53 50 per cent of agricultural Gpp (2001-03).
181 164 169 15g Therefore, greater emphasis on stepping
359 374 401 414  up public investment and containment of
194 202 233 81 subsidies, while adhering to fiscal consoli-
79 296 31 227  dation, is likely to pay rich dividends. It
20 274 356 294  would not only engender current growth
%2 01 04 21 jmpulses but also contribute to food
B3 206 29 N7 gecurity and domestic price stability.
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25 02 %4 26 Financial Sector Reforms

21 55 99 51 The higher order of investment activity
48 38 40 43 inthe cbuntry over the past few years has
66 36 41 49  also been mirrored in strong demand for
2346 69 47 credit from the banking sector: since
25 36 57 57 5003-04 onwards. In this context,
488 60 8 reforms in the financial sector have
:g 1::(7) 125 :i played a key role [Mohan 2006a, 2007b].
REETET . Financial sector reforms, initiated in the

hovered around 4. There are some signs
of improvement in domestic productivity
in the post-reforms period. Cross-country comparison indicates
that 1cor has been amongst the lowest in India. This is espe-
cially true of the period since the 1980s onwards (Table 8).
Various reform measures aimed at increasing competitiveness
appear to be having the desired impact on the productivity of
the Indian economy.

As noted above, the improvement in public finances and public
sector savings has contributed significantly to the step-up in
domestic savings and investment rates since 2002-03 onwards.
Higher savings and investment rates, in turn, have led to a higher
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Source: World Development indicators, World Bank.

early 1990s, encompassed introduction
of auctions in government securities,
deregulation of interest rates ‘and reduction in statutory pre-
emption of institutional resources by the government was car-
ried forward with the phasing out of the system of automatic
monetisation of fiscal deficits from 1997-98. These measures
along with developments in the government securities market,
by making the yield market-determined, formed the backbone of
finaucial market reforms. Apart from making the interest rates
largely market determined, reforms included a market-deter-
mined exchange rate (though accompanied by rsi1 forex inter-
vention), current account convertibility, substantial capital
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account liberalisation and deregulation of the equity market.
The financial sector reforms designed to improve cost efficiency
through price signals, in turn, facilitated the conduct of mone-
tary policy through indirect market-based instruments through
improved fiscal-monetary coordination. This process was fur-
ther strengthened through the implementation of the rrBMm Act,
2003, under which the central government targets to eliminate
the revenue deficit and reduce its fiscal deficit to 3 per cent of

Chart 2: Publicand Private Investment Rates
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GDP by 2008-09 and the rB1 was prohibited from participating
in the primary government securities market from April 2006.
Overall, these reforms have led to better price discovery in both
interest rates and exchange rate, thereby contributing to overall
cfficiency in financial intermediation. The increase in financial
deepening in recent years and the attainment of overall effi-
ciency in the use of resources suggest that financial intermedia-
tion in India has been relatively cfficient.

Public investment has started increasing since 2003-04,
reversing a long-period of a declining trend that began in mid-
1980s. Since 2003-04, private investment has also witnessed a
large rise (Chart 2). Thus, it is apparent that higher public invest-
ment may crowd-in private investment, leading to a virtuous cir-
cle. In view of this, it is important that the current fiscal consoli-
dation process nceds to be persevered with so that higher public
investment is possible, which may further attract larger private
investment.

As a part of the financial sector reforms and in order to reduce
financial repression, the required sLr was reduced to the then
statutory minimum of 25 per cent in 1997. The reduction in the
required sLR, in the presence of an auction system for the ccn-
tral government’s market borrowings, was expected to facilitate
an increasing proportion of the fiscal deficit through borrowings
at market-related rates of interest. Although the envisaged
reduction in the required sLr was expected to enable banks to
expand credit to the private scctor, banks continued to make
investments in government sccurities much in excess of the
statutory minimum stipulated requirements. The sLr holdings
of commercial banks reached almost 42.7 per cent by April 2004.
The relatively lower order of growth in credit flow observed
during this period, in retrospect, could be partly attributed to
reduction in demand on account of increase in real interest
rates, and turn down in the business cycle. In view of the vari-
ous factors, extension of credit was perhaps perceived as risky
by the banking system; risk-adjusted returns appeared to favour
excess holdings investments in government securities vis-a-vis
bank credit. Significant business restructuring and corporate
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deleveraging could have also reduced the need for bank credit
to some extent.

Since 2003-04, there has been a significant jump in credit
growth, which could be partly attributed to the step-up in real
Gpp growth, decline in interest rates, intensive policy initiatives
to improve flow of credit to sectors like agriculture and, finally,
strong demand for retail credit, particularly housing. The buffer
of excess sLR securities built up by banks during the period 1997-
2003 provided the banks an opportunity to run down these
excess investments in the period 2003-04 onwards to fund the
step-up in credit growth. Thus, even though overall M3 growth
in the current decade has been broadly unchanged compared to
the 1990s, growth of bank credit has been significantly higher.
Accordingly, looking at M3 growth in isolation can be mislead-
ing; it is equally important to look at the underlying dynamics of
money supply through an analysis of the components as well as
sources of money supply.

Now, with actual sLr holdings close to the stipulated, growth
of bank credit as well as banks’ sLR investments, in future, will
have to be in line with their deposit growth. Thus, high credit
growth is likely to be accompanied by high growth in money sup-
ply. As the accumulated empirical evidence clearly suggests, sus-
taine& periods of high money supply growth are eventually asso- -
ciated with higher inflation, even though in the short-run, the
association between money supply and inflation may be weaker.
Against this backdrop, we need to be cautious of the fact that M3
growth over the past two years has been running above 20 per
cent per annum. Continued high growth could turn out to be
inflationary in duc coursc of time; hence, the rB1 has been putting
greater emphasis on analysis of monetary and credit develop-
ments in the recent past. It needs to be reiterated that the reduc-
tion in inflation over the past decade and the lowering of infla-
tionary expectations enabled some reduction in the overall inter-
est rate structure, which enabled both the government and the
private corporate sector to reduce their debt servicing burdens,
contributing to a step-up in the sectoral savings.

‘The macroeconomic review of the Indian economy does sug-
gest a strengthening of the fundamentals in terms of movement
to a higher growth path in recent years, supported by investment,
savings and improvement in productivity. Moving forward, there
is a need to delineatc the likely prospects for savings and invest-
ment in the coming five years and address some critical issues to
sustain the growth momentum.

2 Prospectsfor the Next Five Years

Early indications on the growth prospects in the coming five
years were sct out by the Approach Paper of the Eleventh Five-
Year Plan in terms of indicative projections on sustaining real
Gpp growth in the range of 8-9 per cent. Subsequently, this
was reassessed by the Working Group on Savings for the
Eleventh Five-Year Plan (2007-08 to 2011-12). The group pro-
jected that sustaining a rcal gor growth in the range of 8-9 per
cent would require the investment rate to accelerate to 36-38
per cent of gpp and gross domestic savings (Gps) rate to a
range of 34-35 per cent of gbp based on the then prevailing Gps
rate of 29.1 per cent and investment rate of 30.1 per cent for
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2004-05. The saving-investment gap was projected to be financed
through an increase in household financial savings rate by around
1 percentage point, ie, to 11.4 per cent of GbP from 10.3 per cent in
2004-05. The remaining portion of the saving-investment gap
was projected to be financed from the rest of the world sector
through a widening of current account deficit by around 1-2 per-
centage points, i e, to a range of 2.1-2.8 per cent of Gpp from 1 per
cent in 2004-05.

Against this backdrop, there is a need to factor in the latest
available information to assess as to what holds for future pros-
pects. According to the quick estimates released by the Central
Statistical Organisation (cso) in January 2008, the real Gpp
growth is estimated to have accelerated to 9.6 per cent in 2006-07
from 9.4 per cent in 2005-06 and 7.5 per cent in 2004-”05. The
acceleration in growth has been supported by the rise in invest-
ment rate from 32.2 per cent in 2004-05 to 35.9 per cent in
2006-07, in turn, supported by the rise in domestic saving rate
from 31.8 per cent to 34.8 per cent. Accordingly, the S-I gap
widened from (-) 0.4 per cent of GDP in 2004-05 to (-) 1.1 per cent
in 2006-07.

As the previous analysis shows, sustenance of the growth
momentum would hinge upon the continued progress in public
finances, enhanced role of the private corporate sector and fur-
ther deepening of the financial sector to boost household finan-
cial savings. Apart from domestic factors, it is increasingly being
recognised that global factors would play a far greater role than
before in view of progressive opening up of the Indian economy
resulting in greater financial integration over and above the tra-
ditional trade integration.

The factors which would merit attention in drawing prospects
for the public sector include the progress in public finances in the
remaining period under the FrR8M Act and beyond, the scope and
scale of the likely impact of the Sixth Pay Commission (spc)
award and stre_amlinin'g'of expenditures. Available information
for 2007-08 shows continued buoyancy in taxes with impressive
growth shown in respect of income tax, corporation tax, customs
duty, service tax and new taxes. Assuming that the central gov-
ernment mects its FREM targets by.2008-09 .and the states also
adhere to their fiscal responsibility legislations targets, supported
by the ongoing tax buoyancy and appropriate expenditure man-
agement, the dissavings of government administration could be
expected to reduce further from Rs 55,811 crore (1.3 per cent of
GDpP) in 2006-07 to levels consistent with the achievement of the
target of o per cent of Gpp in respect of the revenue deficits for
both the centre and the states. As noted earlier, the saving rates
of the non-departmental undertakings which were maintained at
around 4 per cent of gpp and that of departmental enterprises at
around 0.6 per cent during 2002-07 are likely to prevail in the
coming five years.

Some risks to these prospects, however, can be perceived from
the implementation of the spc award. According to the spc
report, gross implications of its various recommendations are
estimated at Rs 12,561 crore (about 0.27 per cent of Gpp for
2007-08). At the same time, some of the recommendations will
lead to savings of Rs 4,586 crore. The net additional impact is,
thus, estimated at Rs 7,975 crore (about 0.17 per cent of Gpe for
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2007-08). Arrears for 2006 and 2007 are expected to amount to
Rs 18,060 crore (0.38 per cent of GDP in 2007-08), which the spc
has recommended could be paid over a period of two years. Based
on these data, the annual impact (gross) of the spc award could
be around o.5 per cent of GpPp in the first two years (inclusive of
the arrears), which would reduce to below 0.3 per cent from the
third year onwards. However, an assessment of the impact of the
report requires a more detailed assessment of the implications of
the commission’s recommendations and of the final decisions
that the government takes. :

In this context, it is also instructive to examine the experience
of the Fpc award, which was implemented from 1997-98. The
liability of the central government as a result of implementing
the rFpc award was estimated at Rs 18,500 crore up to the end of
February 1998. The impact was spread over the period from
1997-98 to 2000-01, rather than being a mere one-off impact in
1997-98. The proportion of wages, salaries and pensions of the
central government, as a proportion of pp, which had increased
from 2.7 per cent in 1996-97 to 3.3 per cent for three years up to
2000-01, tapered-off back to about 2.7 per cent by 2003-04. Thus,
the impact of the Fpc approximately amounted to about 0.6 per
cent of Gpp per annum over a four-year period — a cumulative
impact of 2.4 per cent - for the central government. The impact of
spc recommendations, prima facie, appears to be somewhat lower
than that the actual rec impact, but a full assessment will have to
be done on a detailed examination of its implementation. In
respect of the state governments, in the absence of budgetary
data on salary expenditure, the impact of Fpc can be ascertained
from its proxy taken as the non-plan revenue expenditure in
social, economic and administrative services.

The impact was visible from the year 1999-2000 when the
proxy indicator as a proportion to Gpp rose from 6.6 per cent in
1998-99 to 7.0 per cent in 1999-2000 and 7.2 per cent in 2000-01,
before declining back to 6.7 per cent in 2001-02. Thus, the impact
of Frc for the states amounted to approximately 0.4-0.6 per cent
of epp (a cumulative impact of 1.0 per cent over the two-year
period). The combined impact of the centre and states, thus,
approximated to around 1.0 per cent of Gpp (a cumulative impact
of 3.4 per cent). In order to absorb the impact of Fpc, the govern-
ment envisaged to bear it through a combination of additional
resource mobilisation and expenditure reducing measures.
However, as alluded to above, there was a decline in the
tax-GDP ratio in the late 1990s, which exacerbated impact on the
government finances.

Looking forward, and taking into account the spc report, the
pressures on expenditures may amount to slightly less than 1.0
per cent of Gop per annum for the centre and states combined,
spread over a three-four year period. Unlike the prevailing situa-
tion during the Fpc, the spc implementation would be under-
taken when the economy is witnessing high tax buoyancy - the
tax-GDP ratio of the centre has increased by 2.6 percentage points
to 11.3 per cent in 2006-07(RE) from 8.8 per cent in 2002-03. In
the interest of continuing with the growth momentum, it is essen-
tial that the impact of the spc be absorbed without impairing the
process of fiscal consolidation. In view of the buoyancy of direct
taxes and service taxes at the central level, and of var at the state
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level, there is an opportunity this time to accomplish this at both
central and state levels. Continuation of efforts at improving tax
compliance, renewed efforts at containing subsidies, and levy of
appropriate user charges to augment non-tax revenues, would all
need to be used to comply with the FrBM. ‘

As regards the prospects for the private corporate sector, there
are incipient signs of some deceleration in the growth of net
profits from the strong pace of the past four years; nonetheless,
growth in corporate profitability still remains buoyant and is
well-above the nominal Gpp growth. At the same time, cogni-
sance needs to be taken of growing competition, both internal
and external, in the domestic economy. Furthermore, the early
benefits of reforms reaped by the corporate sector, especially by
deleveraging of balance sheets, may not be available at the same
scale in future. Thus, it may be reasonable to assume that the
corporate savings rate, which had doubled to 7.8 per cent of Gpp
during the period 2002-07, may exhibit some plateauing in the
coming few years but should not be expected to fall.

Table9: Shares of C p tsof H hold Financial Savings (in %)

1970s  1980s  1990-91 1991-92to 1997-98to 2003-04to

1996-97  2002-03  2006-07

1 2 3 4 5 6 7
Currency 139 N9 10.6 109 86 93
Bank deposits 456 403 39 331 38.5 440
Non- banking deposits 30 46 22 94 29 07
Life Insurance Fund 9.0 75 9.5 9.5 131 14.6
Provident and Pension Fund 196 175 189 - 176 19.0 14
Claims on Government 42 m 134 71 149 16.9
Shares and Debentures 15 39 84 83 37 39
Units of UTI 0.5 2.2 58 50 0.1 -0.8
Trade Debt (Net) 27 09 -0.8 -0.8 -0.7 0.0
Total Financial Saving (Gross) 1000 1000 1000 1000 100.0 100.0

Source: Handbook of Statistics on the indian Economy, RBI, 2006-07.

Regarding the household sector, the quick estimates indicate
that financial savings stagnated at around 11.3 per cent of Gpp
during 2006-07, while the physical saving rate moderated some-
what, but remained higher than financial savings at 12.5 per cent
of Gpp in 2006-07. Bank deposits constitute the largest propor-
tion of household financial savings and their share in total, which
fell during the 1980s, has been recovering since the 1990s
(Table 9). The buoyancy in bank deposits over the past year —
growth of around 23.8 per cent, year-on-year, as of January 2008
- partly reflects some migration from small savings; as this
signifies only a shift in the asset portfolio composition of house-
holds, the recent buoyancy in bank deposits is not suggestive of
an uptrend in overall household financial savings. ‘The
improvement in financial savings would depend on the further
deepening of the financial sector, particularly through the con-
tinuation of insurance and pension reforms. Assuming the tax
structure to remain stable over the coming five ycars, the growth
of financial savings is likely to maintain its pace with the growth
in nominal income.

Thus, based on the emerging trends, it is reasonable to expect
that both the household financial savings rate and the corporate
saving rate would be broadly maintained at around their current
rates of around 11 per cent and 8 per cent, respectively. On the
other hand, improvement in the public sector savings rate may be
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hampered by the impact of the spc, but it should not be expected
to fall. On balance, the overall Gps rate may improve somewhat
in2008-09, i e, the terminal year of FrRBM, led by the public sector
and remain around that level in the next three years.

3 Issues and Challenges

What have we learned from this review of Indian economic
growth and macroeconomic management over the past 50-60
years? How do we go forward to ensure the continuation of the
growth momentum achieved in recent years?

First, Indian economic growth has been largely enabled by the
availability of domestic savings. The continuous acceleration of
its growth over the decades has been accompanied by a sustained
increase in the level of domestic savings, expressed as a propor-
tion of Gpp. Moreover, interestingly, despite all the shortcomings
and distortions that have existed in the evolving financial sector
in India, the efficiency of resource use has been high with a long
term incremental capital output ratio (1cor) of around 4, which
is comparable to the best achieving countries in the world. Hence,
in order to achieve 10 per cent+ growth, we will need to encour-
age the continuation of growth in savings in each of the sectors:
housgholds, private corporate sector, public corporate sector and
the government.

Second, the recent acceleration in growth has been enabled by
a surge in private sector investment and corporate growth. This,
in turn, has become possible with the improvement in fiscal per-
formance reducing the public sector’s draft on private savings,
thereby releasing resources to be utilised by the private sector.
For the growth momentum to be sustained, it will therefore be
necessary to continue the drive for fiscal prudence at both the
central and state government levels.

Third, the generation of resources by the private corporate sec-
tor through enhancement of their own savings has been assisted
greatly by the reduction in nominal interest rates, which has
become possible through a sustained reduction in inflation
brought about by prudent monetary policy. Indian inflation,
though low now by our own historical standards, is still higher
than world inflation, and hence needs 1o be brought down fur-
ther. It is only when there is a further secular reduction in infla-
tion and inflation cxpectations over the medium term that Indian
interest rates can approach international levels on a consistent
basis. Hence, it is necessary for us to improve our understanding
of the structure of inflation in India: how much can be done by
monetary policy and how much through other actions in the real
economy so that leads and lags in supply and demand in critical
sectors can be removed, particularly in infrastructure. Suste-
nance of high levels of corporate investment are crucially condi-
tioned by the existence of low and stable inflation enabling low
and stable nominal and real interest rates. .

Fourth, whercas fiscal correction has gained a credible momen-
tum in recent years, some of it has been achieved by reduction in
public investment. Whereas a desirable shift has taken place
from public to private investment in sectors essentially producing
private goods and services, and there is a move toward public-
private partnerships in those which have both public good and
private good aspects, it is necessary to recognise that public
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investment is essential in sectors producing public services. Con-
tinued fiscal correction through the restructuring and reduction
in subsidies, and continued attention to the mobilisation of tax
revenues is necessary to enhance public sector savings that can
then finance an increase in the levels of public investment. If this
is not done, private corporate sector investment would be ham-
pered, and the leads and lags in the availability of necessary pub-
lic infrastructure would also lead to inflationary pressures, and
lack of competitiveness. Efficiency in the allocation and use of
resources would be helped greatly by better basic infrastructure
in both rural and urban infrastructure: much of it would need
enhanced levels of public investment.

Fifth, a major success story in the Indian reforms process has
been the gradual opening of the economy. On the one hand,
trade liberalisation and tariff reforms have provided increased
access to Indian companies to the best inputs available globally at
almost world prices. On the other hand, the gradual opening has
enabled Indian companies to adjust adequately to be able to com-
pete in world markets and with imports in the domestic economy.
The performance of the corporate sector in both output
growth and profit growth in recent years is testimony to this. It
is thercfore necessary to continue with our tariff reforms until we
reach world levels, beyond the current stated aim of reaching
levels in the Association of South-East Asian Nations community.

As has been mentioned, the India current account deficit has
been maintained at around 1 to 1.5 per cent historically and in
recent years. The current level of capital flows suggests that some
widening of the cap could be financed without great difficulty:
infact, the Eleventh Plan envisages a widening to levels approach-
ing 2.5to 3.0 per cent. This would necd to be watched carefully if
it emerges: we will need to ensure that such a widening does not
lead to softening of international confidence, which would then
reduce the capital flows.

It is interesting to note that some empirical studies do not find
evidence that greater openness and higher capital flows lead to
higher growth [Prasad, Rajan and Subramanian 2007]. These
authors find that there is a positive correlation between current
account balances and growth among non-industrial countries,
implying that a reduced reliatice on foreign capital is associated
with-higher growth. Alternative specifications do not find any
evidence of an increase in foreign capital inflows directly boost-
ing:growth. The results could be attributed to the fact that even
successful developing countries have limited absorptive capacity
for foreign resources, either because their financial markets are
underdeveloped, or because their economies are prone to over-
valuation caused by rapid capital inflows. Thus, a cautious
approach to capital account liberalisation would be useful for
macroeconomic and financial stability.

On the other hand, Henry (2007) argues that the empirical
methodology of most of the existing studies is flawed since these
studies attempt to look for permanent effects of capital account
liberalisation on growth, whereas the theory posits only a tempo-
rary impact on the growth rate. Once such a distinction is recog-
nised, empirical evidence suggests that opening the capital
account within a given country consistently generates economi-
cally large and statistically significant effects, not only on
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economic growth, but also on the cost of capital and investment.
The beneficial impact is, however, dependent upon the approach
to the opening of the capital account, in particular, on the poli-
cies in regard to liberalisation of debt and equity flows. Recent
research demonstrates that liberalisation of debt flows - particu-
larly short-term, dollar-denominated debt flows — may cause
problems. On the other hand, the evidence indicates that coun-
tries derive substantial benefits from opening their equity mar-
kets to foreign investors (Henry, op cit).

Our approach in regard to the capital account has made a dis-
tinction between debt and equity, with greater preference for
liberalisation of equity markets vis-a-vis debt markets [Mohan
2007a]. Equity markets provide risk capital and this can be bene-
ficial for growth. On the other hand, opening up of the domestic
debt markets to foreign investors in the face of inflation and inter-
est differentials, as is the case in India at present, can lead to
large amount of arbitrage capital. In view of higher domestic
interest rates, open debt markets can attract large amount of cap-
ital flows and add further to the existing volume of capital flows,
which are in any casc well-above the financing requirement of
the country. If the debt markets were open, such excess capital
flows would have to be necessarily sterilised by the rs1 in order
to maintain domestic macroeconomic and financial stability. This
would further add to the sterilisation costs already being borne
by the country’s financial sector and the government. Thus, debt
flows into India are subject to ceilings and such ceilings would be
appropriate till wedges on account of higher inflation and interest
rates narrow significantly.

Finally, we necd to recognise that enhanced levels of savings
and investments, and enhanced levels of capital flows and
trade, all necessitate an efficient system of financial inter-
mediation. For household savings to grow further, houscholds
will need to sce the continuation of adequate nominal and real
returns. The efficiency of financial intermediation is then of the
essence so that financial savings are indeed intermediated to
their best uses. )

As in the past, domestic savings are expected to finance the
bulk of the investment requirements. In this context, the bank-
ing system will continue to be an important source of financing
and there would be strong demand for bank credit. Although
bank credit has witnessed sharp growth since 2003-04 onwards,
it needs to be recognised that the credit-cpp ratio still remains
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relatively low. Moreover, a significant segment of the population
remains excluded from banking services. As the growth process
strengthens and becomes more inclusive, it is expected that
demand for financial products could continue to witness high
growth in the coming years. Thus, it is likely that growth in bank

credit and monetary aggregates could be higher than what might .

be expected from historical relationships and elasticities in view
of ongoing structural changes. This, however, raises critical
issues for the central bank such as the appropriate order of
monetary/credit expansion. In the absence of a yardstick,
excessive growth in money supply could potentially show up in
inflationary pressures over course of time, given the monetary
lags. Indeed, recent inflationary pressures across the globe are
attributable, in part, to global liquidity glut. In the absence of
inflationary pressures as conventionally measured, excessive
money and credit growth could also lead to asset price bubbles,
with adverse implications for banking sector stability and lagged
conventional inflation. Thus, the rBI will have to face ongoing
challenges to provide appropriate liquidity to the system so as to
ensure growth in non-inflationary environment. This raises the
critical issues of clarity in reading signs of inflation, asset prices
and systemic liquidity from monetary/credit expansion.

Onthe sectoral phase, a key issue is that of agricultural growth.
In fact, the historical review suggests strongly that the periods of
slow overall growth have invariably been characterised by slow
agricultural growth, even in recent years when the weight of
agriculture in Gpr has reduced considerably.

The Eleventh Five-Year Plan projects the sectoral growth rates
at around 4 per cent for agriculture, 10 per cent for the services
sector and 10.5 per cent for industry (with manufacturing growth
at 12,per cent). While the targets for industry and services sectors
are;achievable, sustaining agricultural growth at around 4 per
cent for achieving the growth target of 9 per cent during the Elev-
enth Plan would be a major challenge, particularly because this
sector is constrained by several structural bottlenecks such as
technology gaps, timely availability of factor inputs, lack of effi-
cient markets for both inputs and outputs as well as continued
policy distortions. Notwithstanding some improvement in agri-
cultural performance in recent years, production and productiv-
ity of major crops continue to be influenced by rainfall during the
sowing seasons. Therefore, apart from institutional support, the
immediate requirement is to improve irrigation facilities through
higher public investment and augment the cropped area as well

as yields through various other methods. This will need public
investment and better management [Mohan 2006b].

Improved agricultural performance is not only important
for sustaining growth but also for maintaining low and stable
inflation. Volatile agricultural production and lower food
stocks internationally are beginning to raise growing concerns
about rising food prices influencing overall inflation both globally
and in India. In the medium term, therefore, efforts would have
to be directed towards not only improving the crop yields but
also putting in place a market driven incentive system for agri-
cultural crops for a durable solution to address the demand-sup-
ply mismatches and tackle food inflation. Sustained improve-
ment in crop yields requires an enhanced focus on the revitalisa-
tion of agricultural research, developmental extension.

Coming to infrastructure, the Planning Commission has esti-
mated that infrastructure investment ought to grow from the
current levels of around 4.6 per cent of cpp to 8 per cent for sus-
taining the 9 per cent real Gpp growth as envisioned in the Elev-
enth Plan. Thus, investment in infrastructure is expected to rise
by over 3 percentage points of Gpp over the Plan period; over the
same period, the Planning Commission anticipates that overall
investment rate of the Indian economy should grow by 6 percent-
age points. In other words, almost one half of the total increase in
overall investments is expected to be on account of the infra-
structure requirements. For such an increase in infrastructure
investment to take place over the Plan period, both public sector-
and private sector investment will need to grow much faster than
in any previous period.

Sustained growth in private sector infrastructure invest-
ment can take place in only those sectors that exhibit adequate
return, either on their own or through public-privaté partner-
ships. The performance of the telecom sector has exhibited
this convincingly. A renewed focus on the levy of adequate user
charges is therefore necessary, and policy measures that provide
stability to the flow of infrastructure revenues [Mohan 2004].

In this context, it needs to be recognised that the use of foreign
currency denominated borrowings to fund domestic infrastruc-
ture projects runs the risk of currency mismatches in view of the
fact that earnings of such projects are in domestic currency. Thus,
large, unanticipated currency movements can render unviable
such projects, thereby endangering future investments. Caution
therefore needs to be exercised in the foreign funding of infra-
structure projects, unless appropriately hedged.
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